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REPLY TO FINAL OBJECTIONS TO THE RISK 
THEORY OF PROFIT. 

In reply to the two criticisms of "The Risk Theory of 
Profits " so courteously suggested by Professor Carver in this 
Journal (for May, 1901), I would say, taking up the second 
criticism first, that the difference between the views of those 
discussing Professor Emery's paper at the meeting of the 
American Economic Association in 1899 and the view taken in 
my paper on "Enterprise and Profit" in this Journal for No- 
vember, 1900, seems to me more radical than he implies, and 
can hardly be accounted for by " a mere matter of definition," 
or perhaps it would be better to say " of permissible difference 
of definition." 

Professor Emery in his paper makes an initial distinction be- 
tween " risks of production and speculative risks," which latter 
he defines as " the risk of price fluctuations affecting the whole 
market, — that is, distinctly "conjunctur-risks"; and under 
the other head he distinguishes all other risks attendant upon 
production. Now I think I made it plain in my paper on 
" Enterprise and Profit," at least by implication, that this dis- 
tinction is faulty not only in the connection in which it is 
used, but in principle. It is not that conjunctur-risks are 
not distinguishable from other productive risks, and especially, 
as Professor Emery states, because, unlike the others, they are 
uninsurable. The distinction is faulty because the risk of 
price fluctuation when borne by the entrepreneur is not a spec- 
ulative risk but just as much a risk attendant upon production 
as any of the others. The special point in which it differs 
from them has no theoretic importance in this connection, 
because, as I believe I showed, the only distinction of real im- 
portance to the discussion is that between productive and 
unproductive or speculative risks. 

From the assumption of other risks a certain and positive 
actuarial loss results, which increases in volume, the longer the 
process is continued. For the assumption of such risks the 
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entrepreneur exacts, first, compensation for the average loss 
which is to be expected, and, secondly, an additional sum as 
the reward of his assumption of the uncertainty as to how 
each individual transaction will turn out. In the long run, 
losses and gains due to price fluctuations or "conjunctur-risks," 
on the other hand, tend to balance each other. But the uncer- 
tainty as to how price fluctuation will affect each individual 
transaction remains; and the entrepreneur will never assume 
this uncertainty inevitably attached to the productive process, 
both in "conjunctur" and other risks, unless he believes he will 
profit thereby. To illustrate : if an entrepreneur has a certain 
amount of goods for sale for which he believes that by waiting 
a year he could obtain as much over $1,000 as would pay him 
for interest, insurance, storage, and any other expenses of 
carrying, he would nevertheless accept a cash offer of some- 
thing less than $1,000. If under such circumstances he ac- 
cepted an offer of $975, but refused to accept less, it would 
show that his subjective valuation of the irksomeness of the 
uncertainty was 2^ per cent. If he retained the goods, he 
might secure more than $1,000 net for them or he might be 
forced to part with them for less. He has confidence enough 
in his own judgment to believe that in the long run his prog- 
nostications of the course of the market will average correctly. 
Nevertheless, the uncertainty is irksome, and he will not as- 
sume it unless he expects to gain something thereby ; and, 
having assumed it, he will always sacrifice something to be rid 
of it. 

The bearing of this transaction upon our subject is perhaps 
best seen from the standpoint of the buyer. No business man 
would pay the entrepreneur in question $1,000 for his product, 
and thus lock up his money in an uncertain investment, with 
the expectation of getting back eventually only the original 
price plus actual expenses and interest. It is conceivable, of 
course, that a person to whom the excitement of venturing 
was an enticement, might be willing to make his bet in this 
form ; and it is also conceivable that the entrepreneur with a 
speculative turn of mind might elect to keep his goods him- 
self, even though he believed there was only an even chance 
of getting eventually the sum he might sell them for at once. 
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Further than this, it is even conceivable that the speculative 
spirit (that is, the desire to wager on an even chance or even 
on less than an even chance) might prevail in the community 
to such an extent as to insure an immediate sale to this class 
of the community of all goods, as soon as they were placed on 
the market, at as good a price as could probably be realized 
if they were held longer by their original producers. Society 
is not, however, so constituted. The fact that sporadic in- 
stances really occur in which the risk of price fluctuation com- 
bined with ownership is assumed for the mere excitement of 
the risk, and without any legitimate expectation of being paid 
for undergoing its irksomeness, and the more important fact 
that the methods of the exchanges have evolved a class of 
takers of risk in price fluctuations who do not acquire the 
ownership in the product, which would enable them to claim 
a net profit on their total operations, these do not at all interfere 
with the proposition that the risk of price fluctuation attend- 
ant upon ownership will not be assumed unless, in the long 
run, and on the average, there is a real excess of the chances 
of gain over the chances of loss. 

If, therefore, a class of risk-takers, who confine their indus- 
trial activity to the assumption of " conjunctur-risks," intervenes 
and relieves the original entrepreneur of some of the risks due 
to price fluctuations, by buying his j>roduct before the final 
consumer is ready for it, no theoretic difficulty arises. This 
is the case President Hadley evidently had in mind when 
commenting upon Professor Emery's paper. What I was 
forced to object to, as an essential to my argument, was his 
identifying this class with the class of speculators, in doing 
which President Hadley was merely voicing an impression, 
common among economists, which it was important to cor- 
rect. Whether this class of risk-takers are commonly and 
loosely spoken of as speculators is a comparatively trivial 
matter. That the usage exists, to some extent, must be 
granted, but hardly to the extent that Professor Carver and 
President Hadley seem to suppose, or, indeed, to an extent 
that can be called general. There are two prominent classes 
of business men who are accustomed habitually to subject 
themselves to this class of risks ; namely, wholesalers, or job- 
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bers, and retailers. But neither of these large classes is ever 
spoken of as speculators. When, however, a lawyer or any 
one not engaged in active business relieves an entrepreneur 
of the risk of price fluctuations, or even when a jobber or a 
retailer, or, for that matter, another entrepreneur, who is not 
accustomed to deal in his particular product, so relieves an 
entrepreneur, the venture is commonly spoken of as a " specu- 
lation." Now the fact that a given business adventure is a 
sporadic one has absolutely no effect upon its economic qual- 
ity. If a lawyer who buys butter and eggs in the season 
when they are plenty and cheap, and puts them in cold 
storage until the season arrives when they are scarce and 
dear, is a speculator, the regular butter and egg merchant, 
whose business is mainly of the same character, must be 
classed with him, as they both perform exactly the same eco- 
nomic function. It is evident that the popular use of the 
term " speculative," in this connection, must be barred from 
scientific discussion. And further reflection on this popular 
use of the term will confirm the position here taken. When 
such action as the supposed lawyer's is referred to as " specu- 
lative," the term is directed, not to its economic character, 
but to the motive which is supposed to control the action of 
the venturer; namely, in this instance the desire to bet on 
the future course of the butter and egg market. To make 
such a bet, it is necessary for the venturer to acquire actual 
ownership of butter and eggs ; and it is this ownership, and 
not the desire to bet, which determines the economic charac- 
ter of the transaction. The popular use of the term " specula- 
tive," in this and similar instances, is expressive of the moral, 
and not of the economic standpoint, and cannot, therefore, be 
adopted in economic discussion. 

But, passing all that has been said, it is not the operations of 
this class of venturers which Professor Emery's paper was de- 
signed to call attention to. The real subject of his inquiry 
and the subject, therefore, to which criticism should have 
been confined, was the speculation on the produce, cotton, and 
other exchanges, whose peculiar function is to afford opportu- 
nities for betting on the course of the wheat, cotton, coffee, 
and other markets, without acquiring ownership in the products 
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whose prices are bet on. In his discussion of Professor Em- 
ery's paper, Dr. Wood acknowledged that the speculators on 
these exchanges neither gained nor lost as a class from their 
operations with each other, but seemed to suppose that they 
enjoyed very considerable gains when dealing with merchants 
who bought of or sold to them as a hedge. In my paper on 
" Enterprise and Profit," I showed, I think conclusively, that 
he was mistaken in this, as the merchants gained when the 
market declined about what they lost when the market ad- 
vanced. As merchants do not hedge against all their pur- 
chases and sales, it is conceivable, of course, that speculators 
might gain something from merchants usually choosing the 
wrong time to hedge. As a matter of fact, the probability, 
such as it is, is the other way, since the average merchant is 
a much better judge of the market than the average specula- 
tor. "The outside speculator," a large and constantly re- 
cruited host, is comparatively very ignorant of the real condi- 
tions influencing the market. But, even if it is granted that 
speculators in their dealings with merchants get somewhat the 
better of them on the average, not only is the gain so small as 
to be negligible, but it would not affect our theoretic position, 
because it would depend on an accidental circumstance over 
which the speculator had no control, — the circumstance, 
namely, that the merchants engaged in the trade were lacking 
in judgment of market conditions. And it is instructive to 
notice, in passing, that in any business in which the speculators 
got the best of the merchants in the long run, the average loss 
of the merchants would become an element of their cost of 
production, and would consequently constitute an element of 
consumer's cost also. The gain of the speculators would then 
be exactly analogous to the profit of the insurer, and would 
present no greater theoretic difficulties. 

Now we have seen that the entrepreneur, to the extent to 
which he subjects himself to " conjunctur-risks," exacts a margin 
of profit for himself. What becomes of this special margin of 
profit when the entrepreneur succeeds in shifting the uncer- 
tainty upon another? If that other is also an entrepreneur, 
the chance of a surplus of gain goes with the risk, or rather 
with the ownership to which the risk is attached. If that 
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other is a speculator, however, who, instead of giving or ac- 
quiring ownership, sells or buys the mere agreement to take the 
product at a given time at a given price, the risk is transferred 
without any transfer of ownership, and carries with it, there- 
fore, only the chances attendant upon the rise or fall of the 
price within the time specified, — chances which equalize each 
other in the long run. What becomes of the surplus or bonus 
or profit which the risk-taker, who is also an owner, is accus- 
tomed to exact for assuming the risk of price fluctuation at- 
tendant upon all unhedged ownership? To the extent in 
which the owner of goods has hedged himself against fluctua- 
tions in their price, he, of course, has to forego this bonus, 
profit, or surplus. Clearly, it does not accrue, as Dr. Wood 
supposes, to the speculator of the exchanges. The truth is it 
is eliminated from the social or consumer's cost of the product. 
The service is rendered just the same as when the unhedged 
entrepreneur charges the final consumer for it; but, as the 
speculator on the exchange charges the entrepreneur nothing 
for relieving him of the risk, the latter has to forego the 
charge to the consumer he would otherwise make. He is 
eventually forced by competition to lower his price for his 
product. 

The question will naturally be asked here how it comes to 
pass that an entrepreneur will exact a profit for himself for 
assuming a risk, which he will undertake as a speculator, with- 
out any expectation of an economic gain, — that is, of gaining on 
the average if the risk is habitually assumed? His only object, 
or at least his main object, in each case is to make money. 
Why will he engage in operations in which he knows the 
chances of his class are at best even, when he might engage in 
operations in which the chances, on the whole, favor his class? 
The explanation is perhaps to be found in the fact that there 
are two classes of speculators. One is the professional class, — 
to which most speculators flatter themselves they belong, — who 
make a study of the matter, who devote most or a large por- 
tion of their time to the careful study of market conditions, 
and, owing to their superior knowledge and judgment, are able, 
in the long run, to make gains from speculation as great as, or 
greater than, the legitimate profit on the risks they assume, if 
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they had assumed these risks as undertakers. The other class 
are the "outsiders," whose real object is the excitement of the 
game, and who, as a rule, only speculate sporadically, who 
devote but little study to market problems, and who risk 
usually but a portion of their idle means at any one time. 
This is the class " who take a flier " when they happen to be 
"flush." They are led to the exchange by the same induce- 
ments that provide the race track and the gambling den with 
their victims ; and their aggregate losses are amply sufficient 
to provide the professional speculators with satisfactory in- 
comes. It is this class upon whom in the end falls the pay- 
ment of what is saved to the final consumer through assumption, 
without charge, by the speculator of the exchanges of the 
risks of price fluctuation. Possibly, from a social point 
of view, this is as good a use as their funds could be put 
to. The loss, to a large extent at least, is the loss of funds 
easily spared, and may be regarded as paid out for the fun 
of the thing. The gain is to the consumers of grain, pork, 
lard, and other provisions; and to the wearers of cotton 
goods, a class to whom, on the average, the saving is most 
welcome. From which it appears that, while the produce 
exchanges perhaps increase the disparity of wealth among 
the well-to-do classes, they also bring about a very consider- 
able transfer of wealth from the well-to-do classes, as a whole, 
to the poorer classes, since the articles dealt in on them, 
and thereby cheapened, enter much more largely into the 
consumption of the latter classes than they do of the former. 
In this connection the writer wishes to modify a statement 
made in previous papers. He has said that " profit connotes 
risk, and risk connotes profit." The statement is true, if the 
word " profit " is understood simply as expressive of a possible 
gain with its correlative of a possible loss. But the latter part 
of the statement is too broad, if the word " profit " is under- 
stood as expressive of an excess of gain over loss that will be 
yielded by the average of a continued series of transactions 
involving risk. And, as it is this economic and net profit only 
which the Risk Theory of Profit contemplates, the ambiguity 
of the statement above quoted is responsible for some misun- 
derstandings, and notably that of Professor Emery in his 
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paper before the American Economic Association, when he 

says : — 

We have, then, in the case of the speculative market, a method of 
shifting risks unlike anything else in the business world ; and we have a 
special class whose distinct function it is to assume these risks. Can 
this special class of risk-takers be subsumed under any of the recognized 
classes in the theory of distribution? It will be granted at once, I sup- 
pose, that the speculator is not a laborer, and that his gains are not of 
the nature of wages. Is he an entrepreneur f If we adopt the risk the- 
ory of profits, he might seem to be the most perfect type of the entrepre- 
neur. Evidently, however, he cannot be so considered without a 
departure from all previous use of terms. . . . 

The Risk Theory of Profit was proposed by the writer as a 
theory of productive distiibution which accounted for an ele- 
ment of consumer's cost not hitherto satisfactorily explained. 
The theory, stated as simply as possible, is this : — 

The final consumer is forced to include in the price he pays 
for any product not only enough to cover all the items of cost 
to the entrepreneur, — among which items is a sum sufficient to 
cover the actuarial or average losses incidental to the various 
risks of all kinds necessarily assumed by the entrepreneur 
and his insurers, — but a further sum, without which, as an 
inducement, the entrepreneur, or enterpriser, and his insurers 
will not undergo or suffer the irksomeness of being exposed to 
risk. 

This surplus of consumer's cost over entrepreneur's cost, 
universally regarded as profit, and, from the nature of the 
case, an unpredetermined residue, is the inducement for the 
assumption by the entrepreneur, or enterpriser, of all the risks, 
whatever their nature, necessitated by the process of produc- 
tion. As the inducement to any given action and the reward 
for that action are the same thing, — the difference being not 
in the thing itself, but only in the point of time from which it 
is looked upon, — the unpredetermined residue, which served as 
the inducement to risk at the commencement of any industrial 
transaction, must, necessarily, when determined and realized 
at its close, be regarded as the residt, or reward, of the risks 
undergone. 
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This statement of the theory should make it clear that it 
contemplates only industrial risks, — risks, that is, which in- 
crease the average price paid by the final consumer. To be 
strictly accurate, the writer should have said, " net profit con- 
notes industrial risk, and industrial risk connotes net profit." 
The Risk Theory has nothing to do with betting or gambling 
risks, or personal risks not involved in economic processes, or 
with the risks assumed by speculators on the exchanges, be- 
cause nothing is exacted from the final consumers for their 
assumption. According to the Risk Theory of Profit, there- 
fore, the speculator on the exchanges instead of being, as 
Professor Emery supposes, the most perfect type of an entre- 
preneur is not an entrepreneur at all. 

We now come logically to the first and more important crit- 
icism suggested by Professor Carver. The point involved is 
a very subtle one ; and the other side is so clearly, logically, 
and concisely put that I quote him in full : 

The difficulty is not so much with the proposition that the essential 
function of the entrepreneur is risk-taking as with the proposition that 
profits are the reward for risk-taking. This difficulty is suggested by Mr. 
Hawley himself in his discussion of insurance (p. 94). He contends, 
correctly, that insurance is not the reward for undergoing risk. The 
real reward of the insurer " is to be found not in the amount of premi- 
ums received, but in the difference between that amount and the losses 
consequent upon assuming the risk." Here the question arises, How 
does there happen to be this difference ? Evidently, because the risk to 
the insurer is less than to the insured. In fire insurance, for example, 
the loss to the insured in case of fire would include not only the money 
value of the buildings or goods destroyed, but also shrunken credit and 
crippled business, besides the sharply accentuated subjective loss due to 
the fact that a large share of his income for a given period had been cut 
off. To the insurer the loss is the simple money value of the buildings 
or goods destroyed. Though the shifting of the risk from the insured 
to the insurer does not diminish the number of losses, the amount of 
risk is diminished because each loss is smaller. It bears less heavily 
upon the insurer than it would upon the insured. Therefore, the in- 
sured can afford to pay in premiums more than enough to enable the 
insurer to meet his losses. 

This familiar principle of insurance explains how it is that there are 
profits of insurance. It also suggests that these profits of insurance are 
a kind of risk-taker's rent. They owe their existence to the fact that 
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they are not the reward of risk-taking, but that they are the surplus over 
and above the real risk assumed. It is evident that in the case of the 
entrepreneur, as well as in that of the insurance company, so much of his 
gross income as goes to cover his real risk, or to make good his losses, is 
not to be classed as profit. Only that which remains after the losses are 
met deserves that name. How does there happen to be a remainder ? 
Evidently, because the risk to the entrepreneur is less than to those 
whom he relieves of it. There is no reason for believing that a given 
loss would fall less heavily upon him than upon those whom he relieves, 
but there are reasons for believing that the amount and number of 
losses experienced by the skilled entrepreneur are less than would be ex- 
perienced by those whom he relieves of the risk. This is due to no 
actuarial principle, as in the case of the insurance company, but to su- 
perior foresight and skill in avoiding losses. His real net income is, 
therefore, properly called risk-taker's rent, and is due, not to the risks 
which he assumes, but to the risks which he does not assume. Stated 
more accurately, the fact that he relieves others of their risks may ac- 
count for his gross income; but his net income or profit arises from the 
fact that he is able to reduce his own risk below that which others 
would have to carry. This last way of stating the case makes it appar- 
ent that profits are, after all, payment for superior foresight and man- 
agerial skill, even though we admit that the entrepreneur is essentially 
a risk-taker. 

I hope I am not premature in inferring that Professor 
Carver admits my contention that "the essential function of 
the entrepreneur is risk-taking," and does not take the first 
ground of opposition to the Risk Theory of Profit, — that of 
Professor Clark, — that risk-taking is a function of the capital- 
ist, and not of the entrepreneur ; nor the second position, taken 
by most of my other critics, — that risk-taking is a subsidiary 
or secondary function exercised by all the productive forces, 
landlords, laborers, capitalists, and entrepreneurs, but is not the 
essential function of any one of these classes, although most 
frequently exercised by entrepreneurs. The only part of my 
argument which I understand him to doubt the validity of is 
the relation of co-ordination to enterprise. If I am correct in 
these inferences, the main points of my argument have been 
gained ; and it only remains for me to make somewhat clearer 
the connection between the essential function of the entre- 
preneur and the result of the exercise of that function. 

In the first place, I would reiterate that, if " profits are, after 
all, payment for superior foresight and managerial skill, even 
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though we admit that the entrepreneur is essentially a risk- 
taker," we have to explain away a contradiction of terms. 
Foresight and managerial skill are attributes of labor, mental 
constituents of labor force. Their reward is commonly and 
correctly spoken of as wages of management. Now, if we 
are to differentiate the productive forces by functions, we 
are forced to regard the results of the entrepreneur's indus- 
trial activity as the antecedent inducement to the exercise 
of his peculiar and essential function, and, therefore, its 
reward. 

Producer's or entrepreneur's cost is always calculated in 
terms of pecuniary sacrifice, as it has to be, to make it com- 
parable with selling price. It includes, therefore, only what 
the entrepreneur has to actually pay out in some form, and 
such pecuniary receipts as he is obliged to forego in under- 
taking his enterprise. If he has been so fortunate as to secure 
an exceptionally able manager, the extra product due to the 
manager's ability is not a constitutent of the entrepreneur's 
cost of production. What does enter into that cost is the 
amount which the competition of other entrepreneurs forces him 
to pay for the services of his manager. If the manager hap- 
pens to be worth a good deal more than the salary he receives, 
his employer's profit will indeed be thereby increased ; and, in 
a certain sense, this extra profit may be said to arise from the 
exercise of the manager's exceptional foresight and managerial 
skill. But while the extra profit is, as Professor Carver truly 
asserts, the result of the manager's judgment and skill, it is 
neither the inducement to nor the reward of their exercise. 
The whole benefit goes to another person, except to the extent 
that it sometimes leads incidentally to a future increase of 
salary. The inducement to the exercise of the manager's 
powers is the salary the entrepreneur pays him, and this salary 
is his reward in the only proper economic use of that term. 
Neither can it be claimed that this disparity between the 
results of managerial activity and the salary which is its 
economic recompense is temporary, and will eventually be 
adjusted by a corresponding increase in the salary. There are 
two limits to the salary which an employer will pay, neither 
of which are ever knowingly overstepped. The results of an 
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employee's efforts must be enough greater than his wages to 
afford, on the average, a satisfactory profit to the employer, 
or his employment will be discontinued whenever the fact is 
appreciated. And, no matter how great the result of an 
employee's skill and labor may be, the employer, so long at 
least as he is governed by economic motives, will pay him only 
the competitive price, — that is, just enough to retain him ; and 
this amount will be determined not by what the manager is 
worth to his employer, but by what some other employer 
thinks the manager would be worth. 

Nor is the theoretical aspect of the case at all changed by 
the entrepreneur acting as his own manager. In this case the 
exceptional results of his own great ability is not an element 
of producer's cost to him. "What is such an element of cost is 
only the salary he could obtain by acting as manager for some 
other entrepreneur. Possibly it may seem to some that the 
case is not exactly parallel with that of the hired manager, 
because there has occurred a change in the incentive to indus- 
trial effort. This incentive, which was a stipulated salary, 
has now become the hope of increasing the undetermined resi- 
due. Probably this change of incentive tends to make a 
manager more efficient when acting for himself than when 
employed by others; but the increase in his own efliciency 
tends to decrease and not to increase the difference between 
producer's cost and selling price, and constitutes part of the 
incentive to the entrepreneur to run the risk of employing 
himself and foregoing the salary he might obtain from others. 
Now since this difference between the entrepreneur's worth to 
himself as manager and the salary he could obtain by working 
for others is not a part of entrepreneur's cost, and, cannot, 
therefore, be either rent, interest, or wages, all of which are al- 
ways wholly included in entrepreneur's cost, it must constitute 
a part of the unpredetermined residue which cannot include 
any element of rent, interest, or wages, these being all capable 
of predetermination. What, then, is it? None of my oppo- 
nents has explained, or attempted to explain, further than to 
deny that it constitutes part of the reward for, or, in other 
words, the inducement to, the assumption of responsibility. 
The explanation I have offered is that it is simply a case of an 
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accretion to profit due to monopoly, — a subject which will 
next engage our attention. 

Undertakings will not be engaged in as a matter of busi- 
ness unless there is an expectation that the resulting gains 
will, in the long run, exceed the resulting losses. There is, 
indeed, a class called speculators, who will assume risks in 
which the chances, taking the class as a whole, are really only 
even or a little less than even ; and there is another class, 
called gamblers, to whom the excitement of chance is a good 
in itself, so that they will assume risks that will certainly aver- 
age against them as a class. If all entrepreneurs were specu- 
lators as well, — that is, if they were willing to undertake 
business enterprises involving risks that, on the average, 
would allow them just to get out whole, and no more, — pro- 
ducer's cost would, on the average, just equal consumer's cost. 
If they were all gamblers, producer's cost would be the 
greater ; and productive industries involving loss to the entre- 
preneur would still be continued. What is it that insures the 
class called entrepreneurs from becoming altogether specu- 
lators or altogether gamblers? Simply the principle of the 
survival of the fittest. It goes without saying that the 
gambling class is in constant process of elimination, and is 
only kept up by recruiting from the other classes. A little re- 
flection will also make it evident that the class of speculators 
is also always in process of elimination, though at a less rapid 
rate. Men must live, and living is expensive; and, as the 
results of their operations leave to the class, as a whole, no 
surplus to be applied to the expenses of life, a constant deple- 
tion of their funds takes place, so that this class, also, is 
only kept up by an influx of new members. Similarly, those 
engaged in "legitimate" business enterprises, whom a too san- 
guine disposition inclines to accept risks the out-turn of which 
will, on the average, fail to yield them a living, are gradually 
eliminated from the mass of industrial risk-takers, with the 
result that the business ventures actually undertaken yield, on 
the average, not only sufficient for liberal living expenses, but 
a good deal besides, which is devoted to an increase of capital 
funds. Men enter business with the serious purpose of mak- 
ing a living for themselves and their families, and accumu- 
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lating something in addition. It is only the prospect of a sub- 
stantial gain that will induce them to venture. How great 
this inducement must be will depend upon several circum- 
stances, which can all be resolved into subjective valuations of 
risks, — a subject too well understood to require any special 
discussion here. The point to be observed — and theoretically 
it is a point of supreme importance, upon which this whole 
controversy really turns — is this: that every business man's 
subjective valuation of a risk is always greater than his 
actuarial valuation of the same risk. 

Strictly speaking, however, no one ever assumed a risk at 
exactly his own subjective valuation of it. At that point 
there is an exact equilibrium of forces from which no move- 
ment can arise. If it is a matter of absolute indifference to 
any one whether he assumes or declines a given risk, he will 
let it alone. Nevertheless, if he should undertake the venture, 
he would, on our supposition, make money. He would be 
richer at the end of the transaction by just the difference 
between the actuarial value of the risk and his subjective 
valuation of it. This money gain which he would acquire is, 
however, in another sense, not a gain at all. By supposition, 
it is only the exact equivalent of the irksomeness of the risk. 
There is an irksomeness-cost to enterprise in the same sense 
that there is a pain-cost to labor. Now this part of the un- 
determined residue, which just offsets the irksomeness of risk, 
cannot be resolved into Professor Carver's " risk-taker's rent," 
under which term can only be included the difference between 
the "irksomeness cost" and the whole amount of the undeter- 
mined residue. But the fact that the wages received did not 
exactly balance the pain-cost of labor would not lead any one 
to affirm that these wages were not both inducement and 
income to the laborer. On the contrary, wages are still 
regarded as the income of the laborer, even when they are 
a hundred times the subjective value of the pain-cost of the 
labor involved. Now let us suppose that something occurs, 
no matter what, which enables a laborer to demand or receive 
double his former wages for the same effort. Whether he has 
become more skilful than his fellows or acquired some secret 
process, or whether his competitors have enlisted in the wars, 
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leaving him the only one in the village capable of doing cer- 
tain kinds of work, makes no difference. His income is still 
wholly of the nature of wages. There has occurred, to use a 
phraseology heretofore used by me, " a monopolistic accretion 
to wages." Now in just the same way there can and does 
occur " a monopolistic accretion to profit," or, to use Professor 
Carver's term, a " risk-taker's rent." As we have seen, no one 
ever assumes a risk at exactly his subjective valuation of it, 
although so doing would result, in the long run, in an income 
of profit. If there are others whose subjective valuation is 
less than his, he leaves the risk to them. If there are no such 
others, he exacts for undertaking the venture all he can get 
above his own subjective valuation ; but the excess he gets 
above his subjective valuation, his "risk-taker's rent," is just 
as much a part of the inducement to undertake the venture as 
the extra compensation secured by the fortunate workman is 
a part of his inducement to labor, and it is due to exactly the 
same cause, namely, advantages over others who are in a posi- 
tion to entertain the venture. It matters not at all what this 
advantage consists in. It may be a patent enforced by the 
state, a secret process carefully guarded, a commercial reputa- 
tion, good will that insures his goods being preferred to others 
equally good, tariff protection, nearness to raw material or 
to market, large capital, exceptionally faithful workmen, vigi- 
lant overseers, economical management, or his own exceptional 
judgment and financial ability. Just as no workman gauges 
his demand for wages upon his subjective pain-cost of labor, 
so no entrepreneur gauges the difference between the cost of 
his goods and the price he demands for them by his subjective 
valuation of the irksomeness of the risk. In each case this is 
only the limit below which he will not intentionally go. And, 
just as the laborer demands all the wages he can get, — namely, 
the amount that will just insure his getting the job, — so the 
entrepreneur demands all the profit he can grasp ; that is, the 
very largest difference between cost and selling price at which 
his product can be successfully marketed. 

It goes, of course, without saying that risk-taking will, in 
the long run, result in gain largely in proportion to the wis- 
dom and judgment with which the selection of ventures has 
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been made ; and it is also true that success in venturing de- 
pends rather upon the avoidance than the undergoing of risks. 
But it must also be borne in mind that, if the avoidance of 
risk proceeds to the point of eliminating risk entirely, profits, 
instead of being infinitely increased, are annihilated ; for that 
implies an abandonment of the venture. The explanation is 
that the entrepreneur bases his expectation not upon his own 
valuation of the risk, but upon the valuation of the would-be 
undertaker who is just unable to supplant him. So long as he 
can avoid risks without disturbing the subjective valuation of 
the one watching his chance to compete with him, his profits 
are increased. But this increase will evidently be lost just as 
soon as these methods of avoidance become known and avail- 
able to the would-be competitor. In other words, avoidance 
of risk inflates profit only so long as the ability to avoid the 
risk is a monopoly. 

Professor Carver, therefore, would appear to be in error in 
two particulars : first, in supposing that " risk-takers' rent " 
accounts for all of the unpredetermined residue, whereas such 
part of it as amounts to the difference between the actuarial 
risk and the enterpriser's subjective valuation of the risk cannot 
be resolved into such rent ; and, secondly, in asserting that, as 
the gains of the entrepreneur are largely due (in the sense of 
arise from) to the exercise of managerial ability in lessening risks, 
they therefore are due to (in the sense of accrue as income to) 
him as the reward of his managerial ability. This, of course, 
is true in a certain sense; but it is also just as true that the 
opportunity for the exercise of exceptional managerial skill is 
part of the inducement to undertaking the responsibility of 
any business enterprise. And for reasons already stated this 
inducement is the initial and fundamental one which fixes the 
economic quality of the act. It is impossible for an unprede- 
termined residue to arise from the exercise of managerial 
ability in cases where no responsibility is assumed ; but, even 
when no exceptional ability in management is exercised, it 
arises in just the same way, though lessened in amount, when- 
ever and wherever responsibility exists. 

Does not Professor Carver's assertion contain a fallacy, not 
nearly so obvious, of course, but of the same class as the asser- 
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tion of our Granger friends, that " everything comes from the 
soil, and therefore all other classes get their living out of the 
farmer " ? or that of Marx, that, " as nothing can be produced 
without labor, therefore interest, profit, and rent can result 
only from the exploitation of the laborer " ? or the assertion 
of one who should attempt to answer Marx by claiming that, 
" as everything is the joint product of capital and labor, labor 
is only entitled to such part of the joint product as it could 
have produced without the aid of capital " ? 

The reply to all these equally fallacious claims is that the 
economic distribution of the product is not and should not be 
in the proportion in which the product is due to each, in the 
sense of arising from the activity of each ; nor is it in accord- 
ance with the sacrifice, in the sense of the pain-cost, of each 
factor. The real principle of division for the purposes of this 
argument can be thus stated : — 

The proportion of the product that each factor obtains is 
that which tends to result in an equilibrium among them ; 
that is, which induces each factor to an activity in such pro- 
portion to the activities of the other factors as shall result in 
the greatest joint activity possible under the social and eco- 
nomic conditions prevalent at the time. Changes in the so- 
cial and economic conditions necessitate, of course, a read- 
justment of the division of the product among the factors of 
production; and during these readjustments some of the 
factors receive more and some less than their due share, which 
results, of course, in a lessening of the joint or total activity 
possible under the changed social and economic conditions. 
When the readjustment is completed, equilibrium between the 
activity of the productive factors again obtains. 

This general law governing the distribution of the product 
opens up to us a number of enticing by-paths ; for in it is to be 
found an adequate explanation of our recurrent periods of in- 
dustrial depression, and upon it also can be founded the moral 
justification of economic distribution. What immediately con- 
cerns us here is to note that, since the obtaining of the unpre- 
determined residue is the inducement to assume the financial 
responsibility of any undertaking, the whole residue, when de- 
termined, must be the reward of the assumption of industrial 
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risks ; in exactly the same sense that wages are both the in- 
ducement to and the reward of labor, and interest both the 
inducement to and the reward of parting with the control of 
capital, and rent both the inducement to and the reward of 
parting with the use of land. 

Feedeeick B. Hawlet. 



